
fqwc 7 

Integrated Merchant Business Model 
U p s a e a  & Levease Domenam 

~ Gwncry of mu 
.k viith TXU, many companies use the conve:gence model to expand overseas. W ' s  acquisition of 

electric and >w distribution compaxies in Australia and the LX rovide e n q  into these markets. The 
acquisition becomes the platform for upstream grow& in w e d r e d  markets. Incrementa! acquisitions 
srren&en competitive energy businesses (upst-earn), regdated energydeiivery bi?sinwes (downsueam), 
and po.dollo management to keep the two in bdance. 

Other convergence leaders employ their own versions of this expansion model. Reliant eniered 
&rough the S2 billion L.sA genera*hg ?et purchase in Holland. Doninion Reso~rces, by con- ZEras chosen to sell inteznationd assets, ioczseng on <%e 2omestic A m  to Maine region. 

Odhr convergence plays bavc chosen contracts over assets as a rneans tor new marker entry, a: least 
tundl pricing 'becomes morc certain domesdcaiiy and abroad. 

Duke Enerz, for one, is no longer w.lling to buv upmeam asses to enter a market follow55g a 20% 
price decline in rile bX eariier this yea:. Conter.: wi& i a  current in;ernztional generadnn onfoiio, Duke 
will now enter new foreign markets oni thrwq:' con~acts  to trade c!ectriciry. WXle sx%fw<lliig to buy 
and construct pipelines necessary to diownstrearn pro5tabiky, contracts are a iess risky approach io 
achieve the upstream growTh Duke seeks. 

NEED FOR FUNDlNG SPURS ASSET SALES 
Mort recently, demic  comynies b y e  fomd that mdti-biliion dollar de& are harder to aecuie we& 
lower stock prices. As Acir ebt capacities reach heir iinits, they need to mainrain their credi; qality to 
assurc regciators and to ensxe good access to capiral. This has comibuted to a spate of asset sdles. 

rate stratey have also motivated large-scaie asc i  
sales. For exampie, Duke Capital Corporation soid%nhandie Eastern Pipe Line Company to CMS 
Energy Co;poration after two years of ownerskip. ReIian: Energy, Inc. decided to sei1 much of the Soram 
Energ  gas asses it acquired three year- ago, then subseqcently dcnded to keep them. 

have also con- 
sm~cted a nmmber of merchant generating plana, which they will either keep or seil, cf&~~ding on the 
most economic o omi ty .  Demand for these piants km given Duke and others with coAn.mucdon capa- 
biliv a snbstantiaf%ost in cash flow available for debt senice. 

This rrend has a number of raring in~pllcarions. We now give lea benefit to the "halo effect" (rre credit 
benefit -&at a subsidiary migh derive from in parent) than we used to in the ratin- of subsidiaries because it 
is harder to assess whether the parent's support - or indeed even the parent - w d b e  there in the long tern. 
Furthermore, even if a subsidiarr is not subsequently spun off, as the parents become more financially !ever- 
aced, &cy may be iess wilLng or less able to provide Enancia! support. Wncn the parent d m  decide to spin- 
o&a subsidiary, there is also event risk in who will buy it and h0a.i: will be financed. 

The mmber of asen beig put up for &e has aeated some bilqin o~+p;aLlides too ,pod to pass up. But 
u;iiiIe rnanv cumparies bid for such -0, quite a few are constrained go& finandgo them becduse their s:& 
prim are low and their debt levels are high Consequently, companies such as Dominion Resources decide to 
sell %me non-core assets oftheir own to raise ash for the acquisition. Thus the "spin-off cyde is continued. 
The divestime of generating assets has provided, and Hili likeiy continue to provide, a m c r i v e  oppormni- 
ties for both domestic arrd loreim corporations to -ow rhrough acquisitions. Likewise, ncw!y restmc- 
tured utilities engaged soiely in &e transmission anddelivery 0: elecciciiy in the US have amacted, and 
will like!y continue to amact, some intercs: from foreip cornpries. 

In addition to financiai considerations, shifts ir. co 

Given the demand for new ,m-fi:ed merchant plants, companies such as Duke Ener 
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Continuous Restructuring 

Mergers 
& 

Acquisitions 

From a fixed-incoxe inves:or’s perspeaive, most of Lie acquisitions of US utilities by non-US com?anie; 
TO datc h e  bcee, or are 3kely to h, b d e d  &rough issuance of large amoililts of debt. This tends to 
increase thc leverage of the acquiring entities, and w presmre i l e  financiai flexibiliry not only of the 
acquirer but of the carget as well, depending on &e extent to which the parent has to rely on dieden& 
from tbe acquircd company to heip scn+ce the acquisition debt. As a result, the bond ratings of both the 
acquircr aid t.:e cxgc: could .bc pressured. 

Since 1998, &ere has been a steady flow of nansactions w k c b y  large foreign elecmiciry supply anc 
water compzries (mwdy from Western Euope) have p;i;sued go=& through acquisitiops of ekczic and 
waie: utilities in the Urited Stztes. .b. in tcp!  pan of the acqui:ing coxparies’ strategies has been a 
saong desire to enhance earnings &id cieate more a b l e  and predic-bie cash flow, as w d  as TO 2se &e 
newly acquired companies as a sprin&oard for seizing additional opporhdes in rhe chma,-i.,. US u&ty 
i n d - s q .  Large internatiorai corportions :hve been paddariy interested in the G S electric and mter 
sectors beaxuse of the f q m e n t e d  stale of thcse indumies, wS&. ofiers cor?soEdation oppoxunitics. Also, 
the p:essiig need, in some instances, for systern uppdes ,  have represented perceived oppor~mi5es io: 
thc interested companies to achieve rdatively low-risk eaminp  growth. The stablc US economy and gen- 
erally sqyo’tive political and regulatory env~ronments have k h e r  added to the attraction. 

Eighc announcunents have been made between December 199s and)zie 2000. On a combined basis, 
the eight deals had a market value of approximately S31.6 billion, wi& the largest by far being the $12.8 
biiiion investment hat Scottish Power made to acquire PacieCorp. InfIuenced by the size of the Scottish 
Power/PacifiCorp mansaction, 69% of the aggrepte market value of the transactions asnounced during 
<+s timc frame were in the electric sector, wide the baiance related to watcr utility deals. Five of the 
de&, aggegating approximately SO% of C ~ C  $3 1.6 biiiion investment value, have been completed, while 
*Ace deals are sui1 pending. 

Out of &=e tmnsacdons, &e seolriry a&ip of Scotdsh Power, Kelda Group, and Thames Water were 
dounpded as a result of their largely debt-5nanced investments, whereas rhe security ratinp of Sationai 
Grid and Viendi were confirmed with negative and sra5Ie oudools, respecdvcly. The raMp of rarget com- 
panies PacXorp  a& the former Xew England Eiem+c System (now S a ~ o n d  Grid VSA) were udkmged 
as a resuit of their change in ownership. Fbtinp for United States Filter Corp. wwe withdrawn since the debt 
%as rerired as pan of the mmaaion. Of &e remaining mmaaions included in OUT chw on the follow+ng 
page, Sua Lyonnaise Des b;o; uas evw.mIly assiqed a Prime-I short-:m issuer rating, aIt!!ough it did 
not have a public debt rating at the ume its annocxcement to increase its invesment in United Water 
Resources was made. PowerGen LX and LG&E Energy COT. are Sell OR review for possible dowqpde. 
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Aquarion Company, U?iced Water Resolrces, Bangor Hydro-Eect-k and Company, and Enera, Lm. 
rerrkn m x e d  by Moody’s. Emera, Inc. (iormeriy SS Power Ho!dinp hc.), &e hoidinq company for 
Sova Scoria Power, represents :he inida! foray by a Cana&an-bascd udity to acquire a US-based udiiry. 
Assuing &is mansaoion is silccessfd, we expect that Emera aili look to use rhis invesnent as a p!adorm 
for other US invesments, especially in the Xodeasr. 

Looh.: forward, we expect that French water coapwies, w&ch are by far the iarges: water compa- 
nies woriduide, d l  continue TO look to t9e US for ddirio?A opporruities to provide globai water and 
wasteu-aer scrv?ces io indasriai clients. 

At the same time, we anti+ate <kat LX-based eiecric and wa:er cornpanics ulll continue :o experi- 
ence pressure on their e a r i n p  due to t h e  harsh domestic regx1a:ory kamework compounding concerns 
about the n;-rent disfavor held by equity investors. Indeed, re,dators for the LX water a d  eiemic utiiiq 
sectors have been Imposing sdf’ reducriors, are likcciy to ckiIienge ever. the more eEcien: piayers 
in those sectors. Therefox, the LX-based compzries are Ekeiy to &.d iavesmen: opportunities in the US 
to be more iucradve, especiaily if they can succeed in exprdng i ieir  cost-cumng capabilities. 

As a result of ai! of the c:hayes outlined above, the US elecnic utiliq industry has moved from a relatively 
homogeneous sector of vemcaliy integrated companies into a loosely afiliated group of companies char 
happen to operate in one, two, t h e ,  or perhaps ali as.wcrs of producing and selling electricity. 

Included in the back of t . s  indascy outlook is a set of “Deer group’’ average finmciai ratios parced by 
raring category and by looseiy defined business concenzauons, including crammission and disrrrbution 
companies, vemdiy  ilregraied udities, and ut;lideddiveisified holding companies. However, one m u s  
k e e ~  ia mind tha: - as stated in our int-odcction - &e industry is today no ionger one peer g’o”? of 121 
nd$ties, but rathe- 121 peer groups of one. Direct comparisons areverydiEcuk. 

Since cach company’s strategy is uniqle, the comparison of financial ratios - Ion Lie qwucarive 
h e w o r k  for anaiysis - has become iw and less meaningful in and of itseif. Instea$ these ratios and 
rasing ca:egory averages are only :he stanin. poin: in an increasingiy sopSisiica:ed analysis that not only 
considers each ent iq ’s stand-aione risk prohe, but also how risk profiles interact eith each other 
=der today’s increasingly common hoiding company structure. 



NEW STRUCTURES CALL FOR NEW APPROACH 
-4s nored earlier, today's increasingly complex holdiig companies encompass operating companies of 
videly differin: business risks: unre3&red generating asset subsidiaries, energy trading subsidizries, r e p -  
iated transmission and distribution utilities, :Oca; gas discibution utilities, and energy service companicr 
These are the most common exaxxpies, but the lis goes on into various types of telecommisliutions ven- 
tures, water companies, or men invssmnts thar bear no relation citte: to energy or to regulation. 

In many rach organizations, &e .~a?smision and 
distribution company or verticaliy integrated entity 
represents the "anchor rating." During the trarsition, 
i: wil! likely continue to provide the lion's share of 
cash Gow, as well as stability, given i3 continxed reg- 
dation. The genco or other rated uwegulated szb- 
sidiaries, on the other hand, may represent the 
growth vehicle(s). 

The unregulated subsidiaries, where rated, tend 
to have lower ratings than the eiectric utiiity given 
their less-cerrain cash flows, their exposure to fluctua- 
dons in marker demand and priang, and their some- 
times unproven business models. 

The risks of all these diverse entitics are faaored iito the hoiding company ra5ning. The foUoGr9 pie 
chart illusmares revenxs connijuted to the p e n :  by disdrct Lrcs ofnon-ctihq~ businesses ui&n the eiec- 
clc energy i n d - q - .  

Moody's corabincs a number of anzlytic approaches to d c r e A a e  h e  ratings of such complex smctures. 
The analytic process u n  be distilled Lit0 NO p r j m q  approaches: the "buildiag block" approach - u.hich is 
more of a "bottom- u?" analysis - an? :he "ente;prise" approac! - which yighr 'be regarded as a "top- 
d o u ~ ~ "  analysis. Both of these approaches are outlined M o w  ad are described more M y  in Moody's .4pril, 
2000 Raring Methodology enti6ed "Electric Utility Holding Companies." 

Investor-Owned Electric Utility 
1999 Revenw Breakdown i 

I 

~ 

i 

A Typical Complex Utility Holding Company 

Non - Regulated Intermediate 
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Intermediate Holding 
Company Internattonal Company Domestic , 
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Generating 
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Investments I Investments 
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Traditionally, the amount of debt at the parent, or supported by the parent to finance wep la t ed  invest- 
ment, resulted in a rating for <& holding company &at was a single notch lower than the operating com- 
phly unsecured radngs. Howeve:, as the amount of debt held at the holding company level a ~ ~ ,  so docs 
the iikeiihood that this increase in leverage will result in an even lower rating for the holding company. It 
may also depress ratings at the regulated operating subsidiary on whi& the holding company relies for its 
cash f 7 . 0 ~  for debt senice, depending on t ie extent to which the utility is "rixg-fenced" - or protected 
from the excessive upsueaming of dividends for such purposes. 

Over the lan few years, h-ge acqu%!iors have caused leverage at some companies to rise dramatically 
- a phenomenon we call "lea?ing" leverage. Several large-scale acquisitions completed just over the last 12 
months have been financed wit&. debt issued by a holding company ("dual cash mergers"). Dominion 
Resources (senior msecured Baal) completed its acquisition of Consolidated Samral Gas (senior m e -  
cured A2) in January, Scana Corporation (serior unseca-ed A3) funded its $900 million acquisition of 
Pubiic Serrice of North Carolira (senior unsecured A2) in Febmary, and Carolim Power and Light 
(CP&L) (senior secured A2) expects to dose its 58 billion acquisition of Florida Progress Corp (unrated) 
this fall. In the Dominion and Scana cases, t i e  parent rating remains one notch lower than the risk 
weighted average of the subsidiaries due to credit men& observed in the parent cash flow analysis. 
However, final ratings have yet to be determined for CPBiL Energy, the new hoiding company formed to 
cornpiere the merger of CP&L and Florida Progress COT. 

The table below- is a re resentativc, but not exhaeve ,  list of otler holding companies that have expe- 
rienced large increases in &ir amovnt of indebtedness over the last five years. 

In considering the unprecedented growth in the parent or unreyiated debt burden, .Moody's also 
includes <%e growing use of off- balance-sheet deb: and i a  counterpar, non-recourse debt, which resuits 
in a slower, more insidious rise in rota! indebtedness - a phenomera we cai! "creeping leverage." (See 
Moody's pipril2OW Special Comment, "Creeping Leverage.? 

.Moody's automatidy adds several t ) .  of off- bolance-sbeet debt onto a bahce  sheet in the course of rat- 
Lig anerrmen\ &le orhers :equire more analysis. For cmmple, operating leases and minority ixerest ax 
inco;poratcd into a parent's rating throqh a modified net present value a?proach and proportionate comlida- 

We consider othcr off -balance-sheet investments on a case-by-cdsc basis to determine &e extent to 
which they should be dimensioned in a parent's rating. We understaxd that each company's decision 
whether to support an off-balance-sheet invesunent will be made on the 'basis of economics rather than on 
&e basis of the legal obligation. Today's brightest invesrment idea easily becomes tomorrow's albatross, 
ard strategies change on a regular basis. For that reason, not only do we not necessarily atuibute off-bal- 
ance-sheet investments to the parent's balance sheet, but w e  are less likely to amibute a "halo effect" of 
implied support to give the rating of the investment a iik 

tiOSlp?eCtiV+-. 
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Further skewing the effecs of off-balance-sheet invesments is the fact &at they are often made in 
businesses which carry more risk &a that reflerad in the parent's rating, which until recently h s  typical- 
ly been dominated by regulated, power-rclated businesses. As non-regulated businesses grow in impor- 
tance to company strategy, we expect to sce a qow+ng number of these invescnenrs financed or ' D ai anrce 
sheet and dhxefore factored directly Lit0 corporate rarings. 

In the past year, we have seen a proliferation of joint ventures, partnerships, and IPOs designed to remove 
risk from the balance sheet, and in several cases, to create a new entity with a highiy valued stock price. 
For eliample, b e r g ' s  joint vena-e with Koch Industries (to be rated t&s fall) wili remove cemin power 
m d i g  awrs  from Entergy's baiance sheet. Duke E x r g y  Reid Services (Baa? raring), the join: venturc 
berwcen Duke and Phillips Petroieum (Baa?), removed field services assets from both companies' balance 
sheers. In each case, the newiy created entity will grow its business independently whiie sending dividends 

In these pazicuiar examples, Moody's does not factor risk from these entities directly into the spomo; 
ratings (other than corsideration of the potential loss of cash flow resuidng from the removal of asses 
from the corporation). We do not impute the joint venture's risks to the sponsor for severai reasons, 
including: 1) the non-rccouy: nature of the debt; 2) the sponsor's wiil ipess  and ability to w d k  away 
from the invesment should i: become troubled; 3) the joint ventures' own access to capital markers 
through deb: issues or IPOs; and 4) die benefit to the sponsors of cash from these entities gained from 
dividends and from proceeds from securities issues. These factors, rad9er &an the hct &hat &e ownership 
interes: falls below 5096, enabies Moody's to rate the invenmenr separately from the sponsor. 

At &e same rime, as demonsntcd die long-term ra5ngs of Duke EDergy Field Senices' joint ven- 
tures, long-term ratings tend to be lower than the long-term rating of their sporsors as a result of the 
sazne absence of explicit or implied support. 

to the spomoring entities. 

The ratings impact of other partxrsbips is lea  clear. We have s e a  a spate of bighly structured join: 
vcnmcs scekng the same off-balance-sheet treatment from a raMg perspective. For aample, TXU's 
(Baa)) new joint venture, Piraade One (Bal), with private equity investors removes tclecommwicadom 
invesments from %7s baiance sheet from an accounting perspecdvc. The n o m  issued by Pinnacie are 
paid off with the proceeds of either an equity i sswxe by Pinnade or TXV, or a mandatory convezibk 
preference stock of Txu held in trust to sipport the notehoiders. 

In rhis cy72e of smcnxe, Moody's focuses upon the feasibility, timeliness, and mechanics of the eauity 
conversion feamre. These elements, in addition to the s s c t u r e  of the transacdon, determined the extent 
to whicb the TXU racingwas shielded from rish in me unregulated teiecom invesment. 

Other companies t h a t  have employed tbis particular s m c t u r e  include C M S  Energy (senior unsecured 
Ba3), XobIe Milates (senior unsecured BaaZ), and Enron Corporation (senior unsecured Baal). In most 
cases, the partnership has received a rating one not&. below the senior unsecured rating of the sponsoring 
company. Each mnsamion is, however, structured differently and Moody's considers off-balance sheet- 
mamen t  acco:dinglv. Some are listed below. 
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0 IPOS SEPARATE G R O W  BUSINESSES FROM CORE 
Low s t d  prices combined ~ 4 t h  ample g o w d  oppormnities in risky merchant arenas create an environ- 
=en: in which shareholder and 'bondholder interem have diverged. Companies are restructuring to meet 
shareholder demand for eight to :en and ten to twelve percent growth while inccmng eMra bondholder 
risk tbough development or' merchnt oppomzities. Re,dators sjpport the separaton of unreguiatcd 
from replazed utilities in order to protect &e electric customer from risky investment. 

Spins and IPOs to separate replatcd from unre&ted busiiesscs mr be structured to help or hurt 
bondholders. I: is a quesdon of w:%t the P O  or Spa is designed to accomplish. While Wes:ern Resources' 
secured fin: mortgage 'bond ratiw p1urnme:ed four notches to Bal from Aj after the anlounced spin owing 
to ncgative clmgcs in the capital structure, Sou~Ilen: Company's subsidiry credit profiies stabilized as a 
res& of die p d  removal of the r isky merchant generation and marketing busilesses from the fa?lily. 

L? another pending deal, all of the long-term ratings for Reliant Energy (Baal) and its subsidiaries are 
on review for potential downgrade following the announcemen: :hat the company is spinning off its 
unreplared business. Sot only u4l certain ratings deteriorate to reflect srrjctural su'bordination from 
the creation of a new holding company, but regulated businesses will aiso be saddlcd with S9 biliion of 
existing leverage while the spun unregulated businesses will begin with oniy S2 billion. In additioz, cash 
flow from &e spun business will no longer be available to senice the Iarge debt burden left with the r e p  
lateed business. Wi-Jout oiisemng financial snengd~, business risk of the spun affiliate uil! likely receive 
lower ratings than its former affiliate. 

The chart below details four POs. Companies oken begin with a 19.9% spLr of unregulated business- 
es ir, order to effect a tax free exdlange. In most cases, this will be fo2owed by the 80.1 % balmnce. O d k  
recently announced Po's hdude  Orion and up to 50% of CMS Ener-gy's oil and gu operatiors. 

THE ART OF ANALYSIS IN THE NEW POWER SECTOR 
As the power secto: changes, deveiops, re fom,  and <ranges some more, analydc techniques mu: evolve to 
deal with 3ew issues and corporate strucmres. Long held a u i y i c  poLits of view must be con-huaiIy 
reviewed and raised to adapt to changing business and financial risk profiles resuiting from sector resrruc- 
toring. It is therefore more imporcant than ever io use sound, well though: out, sophisticated and evolved 
analydc approaches when concluding ratings. Financial matrices that attempt to define rating levels exclude 
some of the most imporrant infonaation about a company its strrtegic direction coupled with management 
capacity to effectiveiy execute in a quickly evolving environment full of unknowns. While a handy scorecard 
describing amibutes defining each rating category wuid  d e  investors lives easy, the complexicy of the 
power sector makes such a tool misleading. Only risorous analysis of each individual situation wi!l ade- 
quately uncover <-IC rea1 credit quali? of companies operaring h the ever chan,&g power sector. 
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Appendix 1 
1999 Actnnl Data l'or thc lllcctric Industry ($init.) 
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